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September, 1996
Dear Fellow CPA,
Staying successful means adapting quickly to changes in your industry. One of these changes, as
recent polls have indicated, is the rapid growth of business valuation and litigation services as
areas of practice for CPAs.
That’s where CPA Expert comes in. W hether you are currently offering these services or seeking
to enter the marketplace, CPA Expert provides you with timely, relevant information such as the
latest legislation and court rulings, emerging practice trends, and innovative service techniques.
A new quarterly publication from the AICPA Management Consulting Services (MCS) Team,
CPA Expert offers you all the leading-edge information you need. Subscribe to CPA Expert and...
•
•
•
•
•
•

Improve your technical, management, and marketing skills
Learn how to assess the impact of legal and revenue rulings
Master methodologies and approaches in various engagement situations
Identify educational opportunities for enhancing services
Serve your clients better by utilizing practical guidance and suggestions
Discover ways to expand your practice and reap the rewards of an improved bottom line

Today’s changing business environment calls for you to provide services related to bankruptcy
and reorganization, business interruption, damages, patent infringements, malpractice, marital
dissolution, mergers and acquisitions, stockholder disputes and buy-sell agreements.
CPA Expert helps you deal with these business opportunities. It offers in-depth, well-developed
articles written by experts in their fields. And — be sure to check the special offer on the next page for
even greater savings!
This complimentary issue is yours to review. CPA Expert will give you hands-on advice from voices
in the field that will help you provide business valuation and litigation services professionally,
confidently and effectively to clients of any size.

QT

Future issues of CPA Expert will include topics like:
• Effectively communicating to a jury
• Differences in valuation of big and small businesses for litigation purposes
• Analyzing jury demographics to develop a reporting strategy
• Valuing economic damages
• Using and misusing of trial consultants
• Understanding valuation requirements for charitable contribution deductions
• Conducting employee theft investigations
• Conceptual differences between capitalization and discount rates
Call 1-800-862-4272 to subscribe to CPA Expert today!

Sincerely,

Edward J. Dupke, CPA
Chair
MCS Business Valuations &
Appraisals Subcommittee

Edward J. O ’Grady, CPA
Chair
Litigation & Dispute Resolution
Services Subcommittee

PS. Special Offer! The AICPA Management Consulting Services Section provides a wide
variety of benefits designed to help MCS practitioners stay on the cutting edge of trends and
developments.
You can now save on CPA Expert and MCS Section membership! Join the AICPA MCS
Membership Section by October 31, 1996 and enjoy the following savings:
CPA Expert (regular price):
MCS Section Membership Fee:
Total Value:
Special Offer:

$ 72
$100
$172
$105

Your savings is $67 on the combined value and $31 on the lowest CPA Expert price
currently available (which is $36 for MCS members).
Take advantage of this special one-time offer and reply before October 31, 1996!
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1. Demand for the patented
product during the period of
infringement.
2. Absence of acceptable noninfringing substitutes during the
period of infringement.
3. Capability of manufacturing
and marketing to supply the patented product.
4. A m ount of profit the p a te n t owner
would have made.
The most contentious element has been
the second, the absence of noninfringing
su b stitu tes for the p a te n te d p ro d u ct.
However, in State Industries, Inc. v. Mor-Flo
Industries Inc. (883 F.2d 1573), the federal cir
cuit approved a market-share approach to
calculate the patent owner’s lost profits. The
market-share approach compares the histori
cal market share of the patent owner with all
other competition in the market, except for
the infringing sales, to estimate the percent
of the infringing sales that the patent owner
could have sold.
The market-share test, however, cannot be
applied blindly. In BIC Leisure Products, Inc. v.
Windsurfing International, Inc. (27 USPQ2d
1671), the federal circuit held that the patent
owner must prove what its share of the total
sales in the market would have been had it
not been for the infringement. In this case,
the patent owner’s sail boards were of a differ
ent class, size, and price than the sail boards
sold by the infringer. Therefore, the court
held that the infringer’s sail boards did not
compete with the patent owner’s sail boards
and using the m arket share of the patent
owner of the entire sail board m arket was
irrelevant to calculating what the paten t
owner’s lost sales and profits would be. BIC
Leisure demanded that the market be properly
defined, which in this case meant looking at a
particular segment of a larger market.

COURT EXPANDS LOST
PROFITS DAMAGES FROM
PATENT INFRINGEMENT
Michael J. Wagner, Esq., CPA,
and Bruce McFarlane, CPA, CMA
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Historically, a patent owner’s lost profits dam
ages from patent infringem ent have been
limited to profits it would have earned on lost
sales of its patented device. The accepted
th in k in g was th at a p a te n t ow ner could
recover lost profits only on products covered
by the patent in issue and on convoyed sales.'
How ever, the C o u rt o f A ppeals for the
Federal Circuit (CAFC) affirmed the district
courts’ award of lost profits damages for lost
sales of a product the patent owner manufac
tured and sold, but was not covered by the
patent in issue. The CAFC did so in two cases:
in its June 1995 decision in Rite-Hite Corp. v.
Kelley Co. (56 F.3d at 1546, 35 USPQ2d at
1072) and September 1995 decision in King
Instruments Corporation v. Luciano Perego and
Tapematic (1995 U.S. App. Lexis 20349).
These two decisions are significant because
they expand what is compensable for lost
profits resulting from patent infringement.
The usual test for estimating lost profits in
patent infringement disputes has been the
Panduit test, which is based on a ruling in
Panduit Corp. v. Stahlin Bros. Fibre Works, Inc.
(575 F.2d 1156). This test requires the patent
owner to prove four elements:

Expert Opinion:

Federal Judge
Disallows CPA’s
Expert Testimony

1 Convoyed soles refer to sales of products no, covered by the patent, but are
a direct result of selling the patented product. For example, the sale of a car
rying case that protects a patented camera might qualify as a convoyed sale.
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The three cases—Panduit, State Industries,
and BIC Leisure—all focused on the patented
product. The CAFC’s decisions in Rite-Hite
and King Instruments, however, are significant
in that they establish the patent owner’s right
to recover lost profits damages for products
not covered by the patent in issue.
Rite-Hite Corp. owned a patent (the 847
patent) for a restraining device used for
securing a vehicle to a loading dock. RiteHite manufactured and sold two models of its
restrain in g device: m odel 55 (MDL-55),
which incorporated the invention covered by
the 847 patent, and model (ADL-100), which
did not incorporate the invention.
Kelley Co., a com petitor of Rite-Hite,
designed its restraining device to compete
with Rite-Hite’s model ADL-100. Rite-Hite
sued Kelley for patent infringement, and the
district court awarded Rite-Hite lost profits
damages for lost sales of both models MDL-55
and ADL-100 devices. Kelley appealed the
district court’s decision arguing that lost prof
its damages for Rite-Hite’s ADL-100, even if
caused by the infringement, are not legally
compensable because the ADL-100 is not cov
ered by the patent in suit. The CAFC rejected
Kelley’s arguments and affirmed the district
court’s lost profits award.
The other CAFC decision involved King
Instruments, which owned a patent (the 461
patent) for a splicing assembly for connect
ing magnetic and leader tapes in videotape
cassettes. King’s splicing m achine (model
790) did not incorporate the 461 patent.
Tapematic manufactured and sold a splic
ing machine (model 2002) that competed
with King’s splicing m achine. King sued
Tapematic for infringing its 461 patent and
the district court awarded King damages for
profits lost on lost sales of its m odel 970

Michael J. Wagner, Esq., CPA, and
Bruce McFarlane, CPA, CMA, are
with Putnam, Hayes, & Bartlett, Inc.,
Palo Alto, California.

machine. Tapematic challenged the award by
arguing that compensation for lost profits
can be awarded only to a maker or seller of
the p aten ted device. The CAFC rejected
Tapematic’s argument and affirmed the dis
trict court’s lost profits award.
THE CAFC's DECISIONS AND REASONING

The CAFC hears all appeals of decisions
involving patents from federal district courts
around the country. The key issue the CAFC
addressed in Rite-Hite and King Instruments is:
once infringement of a valid patent is found,
what compensable injuries result from that
infringem ent? The CAFC’s analysis of the
issue began with reviewing the patent statute
regarding damages, which states:
Upon fin d in g fo r the claimant the court shall award
the claimant damages adequate to compensate fo r the
infringement, but in no event less than a reasonable
royalty fo r the use made o f the invention by the
infringer, together with interest and costs as fixed by
the court (35 U.S.C. § 284).

The CAFC noted that the statute required
the patent owner to be awarded damages
“adequate” to compensate for the infringe
ment, but in no event less than a reasonable
royalty. The statute’s provision for an alterna
tive measure of damages in the form of a rea
sonable royalty does not direct the form of
the com pensation, but rath er sets a floor
below which damages awards may not fall.
The CAFC noted that the language of the
statute was expansive, rather than limiting,
and that it affirmed that damages must be
adequate, while providing only a lower limit
and no other limitation.
In further support of its decision, the CAFC
noted that in an earlier decision the Supreme
Court stated that, in enacting § 284, Congress
sought to “ensure that the patent owner would

C PA E x p e rt, Sum m er 1996, Volume 1, N um ber 4. Published by the Am erican Institute o f Certified Public Accountants. Copyright © 1996,
by the Am erican Institute o f Certified Public Accountants, Harborside Financial Center, 201 Plaza Three, fersey City, N J . 07311-3881. Printed in the U.S.A.
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receive full compensation for ‘any damages’
suffered as a result of the infrin g em en t”
(General Motors, 461 U.S. at 654). Thus, the
Supreme Court interprets the statute’s explicit
statement that a patent owner receive “ade
quate” damages to mean that damages should
approximate those that will fully compensate
the patent owner for infringement.
In its opinion, the CAFC recognized that,
despite the broad language of § 284, there
are lim itatio n s on the dam ages th a t an
infringer must compensate a patent owner
and that judicial relief cannot redress every
conceivable harm that can be traced to an
alleged wrongdoing. These judicial limita
tions on dam ages have been im posed in
terms of “proximate cause” or “foreseeabil
ity.” T he CAFC stated th a t the b alance
between full compensation and the reason
able limits of liability can best be viewed in
terms of reasonable, objective foreseeability.
If a particular injury was or should have been
reasonably foreseeable, that injury is gener
ally compensable absent a persuasive reason
to the contrary. The CAFC found Rite-Hite’s
lost sales of its ADL-100 devices to be reason
ably foreseeable as a result of Kelley’s sales of
its infringing devices and, therefore, con
cluded that Rite-Hite’s lost profits on its ADL100 devices were compensable.
In King Instruments, the CAFC noted that
the patent statute does not require a patent
owner to exploit its invention. As in Rite-Hite,
the CAFC found in King Instruments that eco
nomic harm, such as profits lost on sales of
competing products, was a direct and foresee
able result of Tapematic’s sales of splicing
machines that used King’s patent. The dam
ages section (§ 284) protects the patentee’s

right to exclude competition, not the right to
exploit its invention. The CAFC recognized I f a p a rticu la r
that a patent owner may earn greater returns
in ju ry was or
on its invention by attempting to exclude oth
ers from competing with the patent owner’s should have been
nonpatented substitute products.
reasonably
In determining patent damages, the CAFC
foreseeable, that
adopted the classic “but for” test that courts
apply in commercial damages cases. This test injury is generally
is to award the patent owner the profits it compensable absent
would have earned “but for” the defendant’s
a persuasive reason
infringing sales. The CAFC further stated
that there is no one particular m ethod the to the contrary.
patent owner must use to estimate damages.
The methodology of assessing and calculat
ing damages is committed to the sound dis
cretion of the district court.
IMPLICATIONS OF THE DECISIONS

For the CPA computing damages in a patent
infringement dispute, the Rite-Hite and King
Instruments decisions have several significant
implications regarding a patent owner’s com
pensable lost profits damages. They are:
A Lost profits damages can include lost
sales of products not covered by the patent in
suit.
A The patent owner must prove that the
lost sales and subsequent profits were caused
by the infringer’s sales of products that incor
porated the patented feature and were rea
sonably and objectively foreseeable.
A A patentee is not required to make or
sell its patented invention in order to recover
lost profits damages.
CPAs should be aware that owners of a
patent not in use can be compensated for lost
sales of products sim ilar to the p atented
product. CE

ALTERNATIVE DISPUTE RESOLUTION:
HE PROS AND CONS
Matthew Brief, Esq., and Vincent Love, CPA
In the United States, business transactions
have increased exponentially, as have their
complexity and the possibility of related dis
putes. The b ro a d sp ectru m o f disputes
includes those associated with international
issues, conflicts between competitors, employ

ment agreements, and environmental com
pliance. To resolve these disputes, businesses
increasingly rely on alternative dispute reso
lution (ADR). CPA consultants therefore
should be familiar with ADR and the advan
tages and disadvantages o f having th e ir
clients and their own firms use it to settle
business disputes.

Matthew Brief, Esq., is a founding
m em ber of Brief Kesselman &
Knapp, New York, New York. Vincent
J. Love, CPA, is a founder of Kramer
& Love, New York, New York.
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Disputes are best settled between the par
ties at the time they arise. Negotiating and
mediating differences are usually the least
costly and fastest methods of resolving dis
putes while also preserving business relation
ships. Most business disputes are resolved by
discussion and negotiation between the par
ties. However, when independent negotiation
fails, two types of formal ADR, mediation and
arbitration, offer an opportunity to settle the
dispute without resorting to the last and most
costly option, litigation. To avoid costly litiga
tion, many firms, including Fortune 500 cor
porations are including mediation-arbitration
clauses in contracts.
MEDIATION

Many business managers feel more comfort
able with mediation than with other forms of
ADR because it is nonbinding. In mediation,
a neutral third-party, or mediator, facilitates a
negotiated resolution to a dispute. The medi
ator acts as an intermediary for the parties,
helping them focus primarily on the business
issues, and often on the legal issues as well,
and the relative strengths and weaknesses of
their positions.
Mediators do not decide disputes; their
only role is to encourage the parties to reach
an equitable settlement of their differences.
A m ediator’s greatest asset is the ability to
gain the confidence and trust of disputing
parties. To be effective, a mediator must lis
ten well, remain objective, and guide the par
ties to focus on the issues in dispute and to be
reasonable.
There are several variations of the media
tion process. Parties can request that the
mediator, at some point, render a nonbind
ing opinion on the dispute, or that, if the
negotiation process fails, the mediator issue a
binding award. These variations are not com
mon, but they illustrate that a m ediation
agreement can be tailored to the needs and
personalities of the participants.
PROS AND CONS OF MEDIATION

The major benefit of mediation is that the
process brings both parties to a mutually satis
factory resolution. As a result, the relationships
are generally preserved. Mediation also pro
duces a timely negotiated settlement that can
remain confidential. Another advantage is that
mediation is flexible, allowing the parties to
determine the rules governing the process.

4

The strength of the mediation process is
that a neutral third party offers an objective
view to each party. Because mediation does
not take place within the adversarial struc
ture of a court of law, it enables the parties
to explore creative solutions. Furthermore,
it is most often the least costly m ethod of
dispute resolution.
The mediation process, however, can have
some drawbacks. Each side exposes its posi
tion, allowing the other party an opportunity
to gain some limited discovery that could be
used later, if the mediation fails, in binding
arbitration or at trial. (Discovery refers to
gathering information from written answers
to interrogatories, production of documents,
and deposition testimony.)
If mediation fails, it delays the solution
and can add to the cost of the resolution. All
of the parties need to “buy into the process”
and want to resolve the dispute. To succeed,
mediation requires a good faith belief in the
process—a belief sometimes lacking in either
of the parties to the dispute or their lawyers.
When good faith is absent, mediation is sim
ply an additional time-consuming cost.
ARBITRATION

The most common form of formal ADR is
binding arbitration. Arbitration differs from
mediation in that traditionally the findings
of the arbitrator are binding on the parties.
Arbitration is similar to litigation in that the
parties argue their positions and present evi
dence to an impartial trier-of-fact. The trierof-fact is one or m ore im partial persons
known as an arbitration panel, whose deci
sion is binding on the parties. The similarity
betw een a rb itra tio n and litigation ends
there. Arbitration is less formal than litiga
tion and is based primarily on fact finding
and only secondarily on issues of law. Even
though an issue of law may not be the pri
mary focus of a rb itra tio n , m any lawyers
serve as arbitrators and most panels of arbi
trators have at least one panelist who is a
lawyer.
For certain large-scale disputes, or very
small ones, arbitration is usually timely and
economical. It can also be confidential. The
process may be controlled by the parties and,
to a certain extent, can be tailored to their
needs. For example, in some arbitrations, the
parties can agree to have one arbitrator or
three, to appoint one arbitrator each and

GMExpert
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have the two chosen arbitrators appoint a
third, to limit discovery, or to limit the issues
subject to the arbitration. If the restriction or
condition is in the ADR clause, or is agreed
to by the parties, it can be incorporated into
the procedures.
Although parties in litigation can appeal
to a higher court, arbitration is binding and
can be overturned only under specific condi
tions. There are four general grounds on
which an arbitration award can be set aside
under the Federal Arbitration Act and in sub
stance most states’ law:
In any o f the following cases the United States court
in and for the district wherein the award was made
may make an order vacating the award upon the
application o f any party to the arbitration—
a) Where the award was procured by corruption,
fraud, or undue means.
b) Where there was evident partiality or corrup
tion in the arbitrators, or either o f them.
c) Where the arbitrators were guilty of misconduct
in refusing to postpone the hearing upon suffi
cient cause shown, or in refusing to hear evidence

with one arbitration has destroyed their faith
in the process.
Some argue that if arbitration is mandated
in agreements, there will be more arbitration
than there would have been litigation. After
all, the arbitration process offers fewer barri
ers to entry. Even if this is so, which alterna
tive will cost less in total? Attorneys are paid
to win; business people are paid to maximize
profits. Given the high cost of aggressively
pursued litigation, litigants sometimes lose
for winning.
A rbitrations are focused on resolving
issues of fact, while courts excel at resolving
issues of law. Some complain that an arbitra
tions can be lost on an issue of fact that, in a
court of law, would not have been relevant.
Cases that might be resolved by way of sum
mary judgm ent in a court of law are often
subject to full-fledged arbitration hearings.
On the other hand, given enough arbitra
tion, the law of averages will come into play
and the parties will probably also win some
that it would otherwise have lost.

U nfortunately,
several m yths
p r e v a il a b o u t
arbitration.

pertinent and material to the controversy; or o f
any other misbehavior by which the rights o f any

PROS AND CONS OF ARBITRATION

party have been prejudiced.

Although not as effective at saving relation
ships as mediation, arbitration is generally
less acrim onious than litigation. It is also
more flexible than litigation, since the parties
may agree on specifically tailored procedures.
Another benefit of arbitration is that it is con
fidential. Arbitrators’ decisions are not made
public except with the consent of the parties.
In addition, no precedent is set as in judicial
decision making, so if the ruling is unfavor
able, its influence ends with the arbitration.
A nother advantage is that unlike jurors
an d ju d g e s, a rb itra to rs are specifically
selected for their knowledge of the industry,
the subject m atte r, or relev an t laws.
Furtherm ore, in arbitration, the time-con
suming and expensive process of discovery is
limited.
Some argue that arbitration is generally
quicker and less expensive than litigation.
However, arbitration, particularly small and
mid-size arbitrations, may be m ore costly
than litigation (in particular when extensive
discovery is not required in the litigation.)
Arbitration often requires significantly higher
filing fees than court cases, and the arbitra
tor’s time may be expensive. There are also
facility fees to consider in arbitration and
some providers charge adjournm ent fees.

d) Where the arbitrators exceeded their powers, or
so imperfectly executed them that a mutual, final,
and definite award upon the subject matter sub
mitted was not made.
e) Where an aw ard is vacated a n d the time
within which the agreement required the award to
be made has not expired the court may, in its dis
cretion, direct a rehearing by the arbitrators. (9
U.S.C.§ 10)

W ith these exceptions, an a rb itratio n
award is binding on the parties, and judg
ment can be entered in the courts.
Unfortunately, several myths prevail about
arbitration. Often when the subject of arbitra
tion is mentioned in a group of professionals,
someone objects that “splitting of the baby”
awards result from this form of dispute reso
lution. However, when pressed for details,
few can give any, since the comment is usu
ally based on hearsay. A survey of commercial
awards c o n d u c te d by th e A m erican
Arbitration Association (AAA) shows that
arbitrators seldom “split the baby” when
deciding cases.
Others tell tales of an “arbitration from
hell” that may have been their only experi
ence with the process. They say they will
never arbitrate a dispute again. Experience
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Often, if the dispute involves less than several
hundred thousand dollars, the costs and fees
sought by arbitral forum can outweigh the
costs of discovery. The AAA, however, has
procedures that help reduce the overall costs
for minor disputes.
Although arbitrators may be knowledge
able about and experienced in the industry
associated with the issue in dispute, they are
usually unknown quantities from the lawyer’s
perspective. In litigation, the attorneys can
consider a ju d g e ’s reputation in advising
their client about the pace of the process or
the sympathies of the judge—important con
sid e ra tio n s in th e se ttle m e n t process.
Furthermore, although the quality and repu
tation of arbitrators can be investigated as
they can be for judges, the quality of arbitra
tors may be both uneven and unpredictable.
Additionally, discovery is more limited in
arbitration than in litigation, which may not
be an advantage. The discovery process may
be abused by some attorneys, but it often
may be a necessary evil in certain instances.
Arbitrators do not have as much authority as

judges to compel discovery and have virtually
no power over nonparties to the arbitration.
This could, in some instances, lead to the
parties’ having to go to court to resolve dis
covery disputes.
Attorneys’ practice of making m otions
related to litigation is often seen by litigants
as a costly process that only lines attorneys’
pockets. This view is understandable consid
e rin g th e larg e n u m b e r o f p ro c e d u ra l
motions filed in court. However, a motion is
also a way to resolve matters promptly, par
ticularly if a substantive motion to dismiss or
a summary judgm ent motion is successful. A
motion can end a nuisance suit or a coun
terclaim far more quickly than an arbitra
tion hearing.
Finally, while arbitration may be binding,
there is a growing tendency for the losing
party to try to frustrate the award by asking a
court to have the judgment set aside. In New
York, for example, there remains a longstand
ing issue about the propriety of awarding puni
tive damages in arbitration. Consequently,
when punitive damages are awarded, the los-

Sources of Information About Mediation and Arbitration
Associations

American Bar Association

JAMS/Endispute, Inc. (JAMS)

Academy of Family Mediators (AFM)

(Dispute Resolution Section)

300 Park Avenue

4 Militia Drive

750 N. Lakeshore Drive

New York, NY 10022

Lexington, MA 02173

Chicago, IL 60611

212-223-8300

617-674-2663

312-988-5522

JAMS is the largest private organization offering media
tion services. JAMS contributes to the funding of the
Institute for Dispute Resolution of Pepperdine University
School of Law (Malibu, California) and through the
Institute's faculty offers training in negotiation skills and
mediation skills at its thirty regional offices across the U.S.

AFM sets standards of practice for family and divorce
mediation and offers training at various places across the
U.S. AFM is developing a voluntary program for certifying
family mediators.

CPR Institute for Dispute Resolution (CPR)
366 Madison Avenue
NewYork, NY 10017

American Arbitration Association (AAA)
140 West 51st Street
New York, NY 10020
212-484-4000
AAA has approximately 800 CPAs among other profession
als in its Panel of Arbiters and Mediators. It invites prospec
tive neutrals for training as needed, but does not offer train
ing without invitation. However, it does provide general
training about alternate dispute resolution through some
state societies and will conduct such training for firms.

212-949-6490
CPR (Center for Public Resources) describes the Institute as
"a nonprofit alliance of global corporations and the
nation's leading law firms to develop alternatives to the
high costs of litigation.... The CPR Panels of Distinguished
Neutrals include the nation's leading practicing lawyers,
former judges, and law professors." CPR publishes training
modules for corporations and law firms, as well as video
tapes and books, including model dispute resolution
clauses and contracts.

National Institute for Dispute Resolution
1726 M Street NW, Suite 500
Washington, DC 20036
202-466-4764
Society of Professionals in Dispute Resolution (SPIDR)
1730 Rhode Island Avenue, NW
Washington, DC 20036
202-783-7277
SPIDR holds seminars and provides ADR skills training.
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ing party may ask the judge to set aside the
award. The occurrence of arbitrations involv
ing punitive damages has increased in light of
a 1995 Supreme Court decision in Mastrobuono
v. Shearson Lehmann Hutton, Inc. (115 S. Ct.
1212) upholding such an award in a securitiesrelated suit and striking language from an
agreement that called for the arbitration to be
decided under New York law, which provides
for no punitive damages. Since this Supreme
Court decision, the National Association of
Securities Dealers (NASD) is implementing
stricter rules for its arbitrations th at will
undoubtedly spawn additional litigation. The
NASD is also considering rules th a t will
require industry members to comply more
promptly with settlements.
POTENTIAL FOR ADR

There are as many variations of ADR as
there are intelligent professionals seeking to
resolve a dispute in an objective, expeditious,

inexpensive, and timely fashion. ADR and
disp u te p rev e n tio n are th e wave of the
future. Litigation is costly, counterproduc
tive, and destructive to business relation
ships. During the past ten years, ADR ser
vices have grow n rap id ly as businesses
a tte m p t to resolve th e ir d isp u tes m ore
quickly, quietly, and inexpensively.
ADR is often more timely and cost effec
tive and less acrimonious than litigation for
resolving disputes, but not in all circum 
stances. Small and mid-size cases, along with
disputes involving more than two parties, are
an exception to this rule. In addition, the
attorney is often deprived of the use of
im portant legal m otions. The client and
attorney therefore must carefully measure all
of the factors before deciding which course
to take. When the course of action is decided,
the CPA who is fully familiar with the forms
of ADR and their benefits and disadvantages
can best assist in pursuing that course. CE

je c t. G enerally, the
stock of public compa
nies trad ed on m ajor
stock exchanges has a
substantial advantage
compared with the stock of closely held busi
nesses. Publicly traded stock offers liquidity
and a ready m arket to shareholders when
they wish to convert the equity into another
investment. The stock of many closely held
companies, however, is illiquid because of the
lack of a public m arket. This illiquidity
depresses the value of the closely held stock
com pared with stocks traded on a public
exchange because interests held in closely
held companies generally lack a ready market
for their securities. This illiquidity is referred
to as the lack of marketability. Consequently,
the generally illiquid stock in a closely held
company typically commands a significant
discount from the price of comparable public
companies.
One issue that the valuer must address in
valuing the stock of a company sponsoring
an ESOP is the E R ISA -m andated “p u t”
option. ERISA mandates that, upon depar
ture from the ESOP, participants have a put
option for their ESOP stock. Thus, if the par
ticipant elects to sell the ESOP shares and
the plan itself can not purchase or chooses
not to purchase the stock, the sponsoring

MARKETABILITY ISSUES IN
THE VALUATION OF ESOPs
John W . Hayes, CPA, ASA,
and Scott D. Miller, CPA, CVA
The passage of the Employee Retirem ent
Income Security Act of 1974 (ERISA) brought
into existence a host of qualified employee
benefit plans, among them employee stock
ownership plans (ESOPs). Since 1974 the
num ber of ESOPs has continually increased
to more than 10,000 ESOPs today.
Congress has legislated strong financial
incentives to encourage employee ownership
in closely held companies. As a result, most
ESOPs are sponsored by closely held compa
nies. Certain unique features of ESOPs have a
direct impact on the marketability of the com
pany’s stock for valuation purposes. The val
uer therefore must address these special con
siderations associated with ESOP sponsorship.
MARKETABILITY, CLOSELY HELD COMPANIES,
AND ESOPs

When valuers use the m arket approach to
valuing closely held companies, they com
monly begin by exam ining publicly held
companies comparable to the valuation sub

John W. H ayes, CPA, ASA, is
m a n a g in g d ire c to r o f Anchor
Planning & Evaluations, Ltd., Oak
Brook, Illinois, and is a member
of the AICPA Business Valuations
and A ppraisals Subcom m ittee.
Scott D. M iller, CPA, CVA, is presi
dent of Enterprise Services, Ins.,
Oconomowoc, Wisconsin.
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com pany is obligated to do so. This p u t
requirement resides in the ESOP plan docu
ments and continues as long as the partici
pant holds the shares of stock through an
extended minimum put-option requirement
or plan do cu m en t variation, even if the
ESOP plan terminates.
The com pany’s put obligation is often
referred to as repurchase liability. The partici
pant’s put option and the company’s repur
chase liability are closely linked, and the val
uer appropriately weighs both when consid
ering the marketability of ESOP securities.
The Department of Labor (DOL) issued
proposed regulations (Federal Register, Vol. 53,
No. 95, Tuesday May 17, 1988, 29 CFR Part
2510) regarding “adequate consideration,”
which is synonymous with fair market value
for non-public companies. The regulations
cover these points:
Where the plan is the purchaser o f securities that are
subject to ‘p u t’ rights and such rights are taken into
account in reducing the discount fo r lack o f mar
ketability, such assessment shall include consideration
o f the extent to which such rights are enforceable, as
well as the company’s ability to meet its obligation
with respect to the ‘p u t’ rights (taking into account the
company’s financial strength and liquidity).

The proposed DOL regulations require
that closely held companies that sponsor an
ESOP purchase shares of their stock for ade
quate consideration. One theory of valuation
suggests that this put option substantially
enhances the value of the ESOP stock in a
closely held company because it creates an
internal market for the stock. Additionally,
the ability of the closely held company to
honor the repurchase obligation of the ESOP
stock is enhanced because it may elect to
repurchase the stock with pre-tax dollars by
making a contribution to the ESOP in the
same amount as the repurchase obligation.
In this regard, we note that the ESOP is per
mitted to honor the company’s repurchase
obligation b u t is n o t req u ired to do so.
Because of these factors, the discount for lack
of marketability may be reduced, thereby
increasing the overall value of the stock.
The ESOP company’s obligation to create
a market for its stock continues as long as the
com pany has the ESOP—in the deepest
recessions as well as in economically favor
able times. Therefore, it is appropriate to use
a longer term approach to assessing the abil
ity of the company to honor the repurchase
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obligation over time. Most closely held com
panies go through cycles, and potential down
cycles may negate the increase in value sug
gested by the company’s ability to create a
market for its stock (assuming that the plan
itself is not liquid). After all, the market cre
ated is only as good as the company’s ability
to meet its financial obligations.
W hat is the co rrect assessm ent of the
impact of the put and the repurchase obliga
tion on the marketability discount? There sim
ply is no easy answer. The resolution of the
issue will vary with the circumstances of each
ESOP. Several factors will be helpful in deter
mining an appropriate marketability discount.
FINANCIAL STRENGTH OF THE COMPANY

The financial strength of the company is an
obvious factor to consider in determining a
marketability discount. The valuer assesses
the overall future financial health of the com
pany. The m arketability discount may be
reduced if the ESOP company provides stable
products and services, has a determ inable
demand, can adapt to rapid changes in tech
nology, can m eet its capital needs through
operating cash flow or with minimal debt
financing, and can maintain or improve its
profit margins, or if the plan itself is liquid
enough to meet its obligations to departing
participants. The marketability discount may
be increased if the ESOP company provides
highly seasonal or cyclical products, has a
m arket that is highly competitive, rapidly
expanding, or deteriorating, requires high
capital intensity, and has volatile margins.
The value of the participant’s put and the
obligation of the ESOP company to create a
market for the stock is only as viable as the
long-term economic health of the plan spon
sor. Should the ESOP com pany’s viability
become questionable or meet with unusual
uncertainty, the valuer must, as in all valua
tion engagements, assess the risk associated
with the stock and reflect it appropriately in
the estimate of its value. Generally, if the
security’s value decreases from prior years,
the valuer adjusts the company’s repurchase
liability to reflect the decrease.
The overall ability and likelihood of the
ESOP company meeting its stock repurchase
obligations is a function of providing liquidity
when needed. Therefore, the valuer also con
siders the ability of the company to maintain
a debt capacity for future contingencies of
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the repurchase obligation and for nonoperat
ing purposes. In the absence of normal oper
ating cash flow to meet the repurchase oblig
ation, the debt capacity of the company is
often a valid indicator of the ability to honor
future commitments. Valuation professionals
generally agree that when a company is in a
distressed situation, significant discounts for
lack of marketability can be appropriate. In
bankruptcy, put options have no priority.
DISCOUNTS FOR INITIAL PURCHASES AND
UPDATES

ERISA regulations permit ESOP plan spon
sors some latitude in m eeting plan repur
chase obligations. ESOP companies, after
consideration of the compensation for time
and the use of money, may have opportuni
ties to delay or defer stock redem ptions
based on several factors including the partici
p a n t’s age, the size of the block of stock
b ein g red eem ed , or the d o llar am ount.
Companies may elect to spread stock repur
chases over several years, or defer them until
a plan participant reaches a certain age. The
intention of these provisions is to enable the
company to meet obligations in a variety of
economic conditions.
There is an issue regarding marketability
as it relates to the initial ESOP transaction
and subsequent annual updates. One theory
suggests that once stock is in the ESOP, an
employee has a put to the plan, and a market
exists. According to this approach, annual
updates may have a reduced marketability
discount because the m arket is now estab
lished. Another theory suggests that when the
initial ESOP transaction occurs, it is unlikely
that either the ESOP or the selling share
h o ld er has a put. This theory holds that
because of the lack of a market, stock in an
initial ESOP transaction may be subject to a
higher marketability discount. This question
also arises when an existing ESOP buys nonESOP stock.
Discounts for initial purchases may match
those taken for updates. Part of the rationale
is that sellers know of the put rights in the
ESOP. T hey w ant the sam e tre a tm e n t
because the ESOP is providing the market
for both the sellers and the participants. The
ESOP creates a m arket for the seller, and
DOL regulations prevent the ESOP from
purchasing the shares for m ore than fair
market value.

NARROW WINDOW TO PUT STOCK

Most ESOPs allow the departing plan partici
pant a fairly narrow window to put the stock
back to the company. Once the window is
closed, often only sixty days after pro p er
notice is given to the participant, the com
pany may still be required to repurchase the
stock at another date. An initial put require
m ent is minimally a sixty-day obligation to
repurchase the stock. The company may be
required to continue its obligation and to
rep u rc h a se the stock in fu tu re p erio d s
because of ESOP plan requirements.
Often the plan sponsor may elect to termi
nate the plan. This action may be a voluntary
or involuntary act for which there are special
payout provisions of the securities, accepted
by the DOL. In practice, departing partici
pants may not have a significant guaranteed
market for their stock if they ignore the nar
row window. Participants may be compelled
for practical reasons to put their stock to the
company even if it requires them to do so in
the middle of an economic recession.
PRIOR STOCK REPURCHASES

The valuer should ask the ESOP trustee if the
repurchase obligation has been formally
addressed. If the repurchase liability has been
studied, the valuer determines what actions
have been taken to provide a source of liquid
ity to meet future obligations. A recent study
of closely held companies conducted by the
National Center for Employee Ownership
suggests that a substantial percentage of these
companies do not have a repurchase plan.
The data indicates that newer ESOPs are less
likely than older ESOPs to have a repurchase
plan. The survey also suggests that almost half
of all such companies repurchase stock from
current cash flow. A significant factor in the
ability to meet future put options is the per
centage of ESOP ownership. Generally, the
higher the percentage ownership and age of
the plan, the larger the repurchase liability.
Because of these factors, study of the
actual stock repurchase history of the ESOP
company may help the valuer in determining
the m arketability discount to be applied.
Newer ESOPs may not have a significant
repurchase obligation because few of the par
ticipants are vested, and breaks in service are
generally not from retirements but from ter
minations of new participants with lower vest
ing in the early plan years. O lder ESOPs
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indicate the im pact
on marketability
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professional
ju d g m e n t m u st be
weighed in
determ ining the
im pact that the
E S O P has on the
marketability
discount.
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often have just the opposite concerns. Many
of the participants may be substantially or
fully vested, and many may be planning on
retiring in the next few years.
MINORITY AND CONTROL POSITIONS

Private companies are generally less liquid
than public companies. There are two major
theories about determining an appropriate
discount for lack of marketability if the ESOP
owns a majority interest in a closely held com
pany. According to the first theory, the dis
c o u n t fo r lack of m ark etab ility may be
reduced or even eliminated if the ESOP owns
a majority interest in a closely held company,
regardless of whether the shares are being
valued on a minority or a control basis. The
reason is related to the ability of the ESOP to
meet liquidity requirements by a variety of
methods including selling the company, sell
ing its block of stock, going public, or taking
other actions. In any event, the discount for
lack of m arketability has already had an
impact on the transaction price.
According to the second theory, an ESOP
is established to provide its participants a
retirement vehicle, by primarily investing in
shares of the sponsoring company’s stock. In
order to achieve this goal, the plan sponsor is
required to provide a put that creates a mar
ket for these ESOP shares. This put is not
designed to obligate the company to pay
more than adequate consideration for the
shares. It is not appropriate to eliminate a
potential discount for m arketability of a
closely held company share simply because
the ESOP itself owns a majority interest in the
sponsoring company.
The valuer should not value the company
as if it is to be sold or liquidated by the ESOP
in one block transaction, unless that fact is
known, or the plan documents or transac
tions demonstrate this to be the case. Instead,
the valuer should consider whether the plan
is required to pay retirement benefits. It has
long been established that ownership in a
share of stock does not entitle the owner
direct access to specific assets of the com
pany. Thus, a minority shareholder that puts
his or her shares to the company must face
lack of control and share marketability issues.
There is some agreement among valuers
that the potential maximum value of a block
of ESOP stock with control elements would
be the enterprise value. To the extent that

put rights are diminished or are expected to
be impaired, a discount may be in order.
PRACTICAL CONSIDERATIONS

The discount for lack of marketability gener
ally contains several components. Certainly,
the lack of an immediate, ready, and liquid
buyer is the most im portant consideration.
Determining the marketability discount also
often involves other considerations that are
associated with closely held companies in gen
eral. These considerations include the length
of time needed to market shares, the volatility
of the business during that holding period, the
certainty or risk in finding a buyer, and the
substantial differences in commissions paid in
using a brokerage of interest for a business
that is private. From a practical standpoint, the
valuer considers these factors together and
arrives at an overall marketability discount.
Several significant studies have examined
the marketability discount as an isolated com
ponent. One group of studies compared the
price of restricted stocks with the price of
publicly traded securities of the same com
pany. These studies, which were conducted
by the SEC, Milton Gelman, Robert Trout,
R o b ert M oroney, M ichael M aher, an d
Willamette Management Associates, among
others, concluded that the average discount
for lack of marketability ranged from 23 per
cent to 45 percent. Most of the studies indi
cated a narrower band in the 30 percent to
35 percent range.
Other studies attempted to determine mar
ketability discounts by com paring sales of
closely held stock with subsequent public
offerings. The principal studies in this cate
gory include those by Baird & Company and
W illam ette M anagem ent Associates. The
range in the marketability discounts as deter
mined by these studies is considerable. The
average discount attributed to lack of mar
ketability over a twelve-year period in the Baird
studies is approximately 46 percent The range
of m arketability discounts determ ined by
Willamette over the period from 1975 to 1992
is between 32 percent and 74 percent When
other considerations regarding closely held
companies are also factored into the analysis,
the range of discounts may increase substan
tially in the appropriate circumstances.
No specific studies indicate the impact on
m arketability discounts when an ESOP is
involved. Experience and professional judg
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m ent must be weighed in determ ining the
impact that the ESOP has on the marketabil
ity discount. If the interpretation is that the
ESOP has a positive impact on the valuation
because of its market-making mandate, it is
appropriate to assess the ability of the ESOP
company to successfully create a market for
the stock over a longer period of time that
spans several economic cycles.
As a practical matter, many ESOP loans
are for seven years, and usually no shares
can be put back to the company until the
loan is repaid. In these circumstances, the
company’s capability to repay the inherent
repurchase liability will be difficult to quan
tify. However, this does not preclude the
valuer’s obligation to reasonably estimate a
m arketability discount d uring the ESOP
d e b t repaym ent period. In the a u th o rs ’
experience, the benefits of the put option
should be reflected in the valuation of most
leveraged and unleveraged ESOPs. A rea
sonable range of discount for lack of a mar
k et fo r th e ESOP sh a re s will d e p e n d
entirely on the circum stances and could

range from very insignificant to well over 20
percent.
An ESOP valuation is a dynamic process.
The valuation is typically effective on a spe
cific date, usually the plan year end, but it
often applies to ESOP transactions through
out the course of a full plan year. The valua
tion of an ESOP needs to be completed year
after year, during both recessions and eco
nomic expansions. This long-term orientation
imposes the obligation to view the ESOP com
pany in a different light than just a valuation
at a single point. Unless strong evidence sug
gests the contrary, the value of the stock in a
closely held company suffers from a lack of
marketability. This inherent illiquidity may
not be overcome by the special features of an
ESOP that are intended to facilitate the cre
ation of a market. The market that is created
by the ESOP company competes for resources
with all of the other capital demands placed
on the company. The judgment of the valua
tion professional is essential in assessing the
marketability discount that is appropriate in
each engagement to value an ESOP. C
E

(related to federal
or state incom e
taxes), or estimat
ing dam ages in
infringement cases
and similar litigation matters. CPAs often
value several discrete intangible assets as part
of a valuation of a business enterprise in
which the valuation method used is an assetbased approach method. Such discrete intan
gible asset appraisals are often performed as
part of business valuations prepared for the
following purposes: marital dissolution, gift
tax determination, estate planning and estate
tax compliance, conversion from C corpora
tion to S corporation status, worthless stock
deductions, cancellation of debt income insol
vency tests, and shareholder oppression and
shareholder rights cases, and similar litigation
matters.
In this case, the objective of the appraisal
is to estimate the fair market value of a physi
cian’s practice as of December 31, 1996. The
purpose of the appraisal is to conclude an
objective valuation opinion to be used in a
marital dissolution litigation matter. After
reviewing the quantity and quality of available
data and considering the purpose and objec-

VALUING INTANGIBLE ASSETS—
A CASE STUDY
Robert F. Reilly, CPA, ASA, CFA
CPAs are often involved in the valuation of dis
crete intangible assets, which are either indi
vidual assets that may be bought, sold, or
licensed separately from other assets, or part
of a mass assemblage of business assets that are
valued in order to estimate an overall business
enterprise value. Previous articles in CPA
Expert described the methods that valuers use
to identify, value, and estimate the remaining
useful life of intangible assets. This article pre
sents a case study involving the valuation of
intangible assets.
PURPOSE OF VALUATION

CPAs often value discrete intangible assets
individually for various purposes including
determining a fair license royalty rate, quanti
fying a charitable contribution deduction, cal
culating an amortization deduction, appeal
ing an ad valorem property tax assessment,
calculating an intercompany transfer price

Robert F. Reilly, CPA, ASA, CFA, is
w ith W illiam ette M anagem ent
Associates, McLean, Virginia.
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tive of the appraisal, we decided to use an
asset-based approach method, specifically the
asset accumulation method.
Like other asset-based approach methods,
the asset accum ulation m ethod is balance
sheet oriented: the value of the owner’s equity
in the practice equals the value of all of the
practice’s assets (tangible and intangible) less
the value of the practice’s liabilities (booked
and contingent). It is one of several methods
commonly used to value the equity of a med
ical practice. It has particular application to
professional practices in which, generally,
most of the assets are intangible.
The asset accumulation method is
Table 1
the only business valuation method
that requires the discrete valuation
Dermatologists R Us
of intangible assets. Accordingly, to
Fair Market Value
Asset Accumulation Method
properly apply this business valua
As of December 3 1 , 1996
tion m ethod, we have to identify
At Historical Cost (in $000s)
____
and appraise the discrete intangible
Assets
assets of the subject physicians’
Current assets:
practice.
Cash
Accounts receivable
Prepaid expenses
Medical and office supplies
Total current assets
Plant, property, and equipment:
Office furniture and fixtures
Medical equipment
Gross plant, property, and equipment
Less: Accumulated depreciation
Net plant, property, and equipment
Intangible assets:
Trained and assembled work force
Going-concern value
Recurring patient relationships
Total intangible assets
Total assets

$ 100
1,000
100
100
1,300

600
600
1,200
-5 0 0
700

Table 2

$2,000

Liabilities and owners' equity
Liabilities:
Accounts payable
Wages payable
Taxes payable
Notes payable
Total liabilities
Owners' equity:
Total liabilities and owners' equity
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FACT SET

Daniel Dermatologist, M.D., is in
the process of a marital dissolution.
Dr. D erm atologist and his wife
Agnes have been married for twenty
years, since he was a medical stu
dent. The Dermatologist marital
estate includes Daniel’s ownership
interest in Dermatologists R Us, a
specialty medical practice. Although

$ 200
100
200
500
1,000
1,000
$2,000

Daniel is not one of the founders of the group,
he has an equal one-eighth ownership interest
in the equity of the practice.
In this case, we will estimate the value of
the Dermatologists R Us professional practice
using (as one indication of value) an assetbased valuation approach. Since this case is
intended to illustrate the valuation of discrete
intangible assets, we will conclude our valua
tion analysis at the overall business-enterprise
value. We will not consider any business valu
ation discounts or premiums that may relate
to an appraisal of Daniel’s nonmarketable,
noncontrolling equity ownership interest in
the Dermatologists R Us professional prac
tice. For purposes of this case, we assume that
there are no shareholder buy-sell agreements
or other transferability restrictions regarding
equity interests in this practice. Furthermore,
we ignore the allocation of goodwill between
personal and practice goodwill because the
consideration of goodwill as a marital asset
varies from state to state.
The D erm atologists R Us practice was
founded approximately ten years ago, and it is
the leading dermatology group practice in the
community. All of the physician shareholders
of the group are well-respected board-certified
dermatologists.
CURRENT ASSETS

The total annual patient revenues earned by
Dermatologists R Us were $3,462,162 for the
fiscal year ended December 31, 1996. Table 1

Dermatologists R Us
Valuation of Discrete Intangible Assets
Trained and Assembled Workforce
As of December 3 1 , 1996

Dermatologists R Us has twenty-two loyal and competent staff members, all of whom have worked for the subject group practice
for several years. The valuation of this trained and assembled workforce is based upon our analysis of the practice's historical
experience with hiring and training administrative and clinical employees.
Current
Cost to recruit,
Indicated value of
Support Staff Members
the assembled
average annual
hire, and train (as a %
salary ($)
of annual salary)
workforce ($)
20,000
Four receptionists
26,000
Eight nurses
30,000
Eight medtechs
40,000
One office manager
24,000
One billing clerk
Total
Indicated value of the trained and assembled workforce (rounded)

30
40
40
40
20

24,000
83,200
96,000
16,000
4,800
224,000
$220,000
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presents the historical cost basis balance
sheet for Dermatologists R Us as of that date
and the current asset accounts of the prac
tice. Based upon our analysis, there should
be a $100,000 downward revaluation of the
patient accounts receivable. Since this analy
sis does not relate to intangible assets, it is not
illustrated here. For the other current asset
accounts, we have concluded that historical
cost presents a reasonable indication of fair
m arket value. We have estim ated the fair
market value in continued use of the subject
tangible assets using the depreciated replace
ment cost method.
DISCRETE INTANGIBLE ASSETS

Table 2 illustrates the valuation of one of the
group practice’s intangible assets, its trained
and assembled workforce. In addition to the

eight physician owners of Dermatologists R
Us, there are 22 support employees who
operate in an effective and organized man
ner. All personnel—both clinical and admin
istrative—are trained and qualified for their
jobs. All have been employed by the practice
for at least several years; some have been
with the practice since its inception. A cost
approach m ethod is illustrated in Table 2:
the cost to recruit, hire, and train an assem
bled workforce comparable in experience
and expertise to the subject practice’s cur
rent workforce.
Another of the group practice’s intangible
assets, its going concern value, is the intangi
ble value associated with having all of the
group’s assets in place, functioning, and gen
erating income. Clearly, Dermatologists R Us
is a going concern practice. This is true in the

Table 3
Dermatologists R Us
Valuation of Discrete Intangible Assets
Recurring Patient Relationships
As of December 3 1 , 1996
Practice Name: Dermatologists R Us
Valuation Date: December 3 1 , 1996
Projections:
December 31
Starting number of patient relationships:
Starting annual revenue:
28%
40%
Starting revenue for year ending:
4%
Expected average remaining life of patient relationships:
12%
Expected patient survivor function:

Years ending:
Pre-tax operating profit margin (w/o depreciation):
Effective income tax rate:
Expected patient revenue inflation rate:
Present value discount rate:
Years ending December 31
Percent of patient relationships surviving
Surviving number of patient relationships
Net annual revenues
Operating expenses
Depreciation and amortization expense
Total expenses
Pre-tax income
Income tax expense
Net income
Plus: Depreciation and amortization expense
Less: Capital charge on all associated assets
Net cash flow
Present value factor
Discounted net cash flow
Total discounted net cash flow

1996
1997
100.00%
84.65%
576
488
$3,462,162 $3,065,574
2,262,013
243,588
2,505,601
559,973
223,890
$336,083
243,588
(306,557)
273,114
0.9449
$258,065
720,877

Indicated value of patient relationships (rounded)

1998
60.85%
348
$2,284,278
1,695,514
243,588
1,939,102
345,176
142,071
$203,105
243,488
(228,428)
218,165
0.8437
$184,066

1999
2000
43.46%
31.14%
179
250
$1,702,320 $1,268,538
1,258,101
936,024
243,588
0
1,501,689
936,024
332,514
200,631
81,053
133,065
$119,578 $199,449
243,588
0
(170,232) (126,854)
192,394
72,595
0.7533
0.6728
$145,337
$48,842

2001
22.31%
129
$945,187
697,431
0
697,431
247,756
99,103
$148,653
0
(94,510)
54,143
0.6005
$32,513

2002
15.98%
92
$704,531
519,856
0
519,856
184,675
73,870
$110,805
0
(70,453)
40,352
0.5382
$21,717

2003
11.48%
68
$525,133
387,483
0
387,483
137,650
55,060
$82,590
0
(52,513)
30,077
0.4787
$14,398

576
$3,462,162
December 3 1 , 1996
3 years
Exponential curve
2004
8.21%
47
$391,256
288,698
0
268,698
102,558
41,023
$61,535
0
(39,126)
22,409
0.4274
$9,578

2005
5.88%
34
$291,426
215,036
0
215,036
76,390
30,656
$45,734
0
(29,143)
16,591
0.3816
$6,361

$720,000
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physical sense—all of the components of the
practice are in place and operating as a cohe
sive going concern organization. And it is true
in the economic sense—the practice is gener
ating income. We used an income approach
method to estimate the income that would be
foregone d u rin g the p erio d req u ired to
“recreate” the subject professional practice.
A rigorous analysis of the Dermatologists
R Us professional practice indicates that it
would take approximately twelve
m onths to “re-create” the subject
medical practice (that is, to lease
Table 4
an office, order and install office
and m edical equipm ent, install
Dermatologists R Us
data processing and other systems,
Fair Market Value
create and implement administra
Asset Accumulation Method
As of December 3 1 , 1996
tive and clinical policies and proce
At Fair Market Value (in $000s)
dures, notify patients and referring
primary care physicians of the exis
Assets
Current assets:
tence of the practice, and generally
recreate the subject business orga
Cash
$ 100
n iz a tio n ). D u rin g th a t twelve
900
Accounts receivable
months, the Dermatologists R Us
Prepaid expenses
100
practice will generate $310,000 of
100
Medical and office supplies
positive net cash flow to its owners,
Total current assets
1,200
compared with zero cash flow (or
even negative cash flow) for the
Plant, property, and equipment:
hypothetical start-up “re-creation”
Office furniture and fixtures
800
practice. Accordingly, the indi
Medical equipment
800
cated intangible going-concern
Gross plant, property, and equipment 1,600
value of the Dermatologists R Us
Less: Accumulated depreciation
-5 5 0
g ro u p m edical p ra c tic e , as of
Net plant, property, and equipment
1,050
December 31, 1996, is $310,000.
Based upon our investigation,
the
most significant intangible asset
Intangible assets:
of
Dermatologists
R Us is its recur
Trained and assembled work force
220
ring
patient
relationships.
Some
Going-concern value
310
analysts
refer
to
this
intangible
Recurring patient relationships
720
asset as a patient list or as patient
Total intangible assets
1,250
charts and records. Regardless of the
Total assets
$ 3,500
title of this intangible asset, the
analytical procedures are the same.
Liabilities and owners' equity
Table 3 illustrates the valuation
Liabilities:
of the group practice’s recurring
Accounts payable
200
p a tie n t rela tio n sh ip s, using an
Wages payable
100
income approach method, specifi
cally, th e yield cap italizatio n
200
Taxes payable
method, which uses net cash flow
500
Notes payable
as the appropriate measure of eco
Total liabilities
1,000
nomic income.
Owners' equity:
2,500
It is n o tew orthy th a t the
Total liabilities and owners' equity $ 3.500
expected average remaining life of
Indicated value of the total professional
the patient relationships is three
practice owners' equity
$ 2.500
years, as indicated in Table 3. This
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remaining life conclusion was based on an
analysis of the historical turnover rate of
patients—or the rate of “placem ents” and
“retirements” of patient relationships—at the
subject group practice during several years
prior to the valuation date.
VALUATION SYNTHESIS AND CONCLUSION

Table 4 presents a summary of the valuation
of Dermatologists R Us based on the asset
a c c u m u la tio n m eth o d . As in d ic a te d in
Table 1, the historical cost basis of the own
e r s ’ eq u ity in th e g ro u p p ra c tic e was
$1,000,000. However, on a fair market value
basis and as illustrated in Table 4, the indi
cated fair m ark e t value o f the o w n ers’
eq u ity in D e rm a to lo g ists R Us, as of
D ecem ber 31, 1996, is $2,500,000. This
revaluation of the physician owners’ equity
is due principally to the identification and
valuation of the discrete intangible assets of
the Dermatologists R Us group practice.
As mentioned earlier, this illustrative case
concludes the value of the overall business
enterprise of Dermatologists R Us. It does not
conclude the value of Daniel’s equity owner
ship interest. Additional discount or pre
mium analyses unrelated to the valuation of
intangible assets would be appropriate to
complete that appraisal assignment.
In this case, we illustrated the typical intan
gible assets that would be found in a medical
practice. Of course, the individual intangibles
analyzed in any particu lar appraisal will
depend on the facts and circumstances of the
subject practice. We illustrated several com
m on intangible asset valuation m ethods.
However, the actual valuation m ethods
selected by a valuer depend on the quantity
and quality of available data in each case.
In this example, we illustrated the asset
accumulation method of business valuation.
Clearly, other business valuation m ethods
are available to the analyst, which may be
used to reach a reasonable valuation conclu
sion. However, this intangible asset based
method not only reaches a valuation conclu
sion but also explains the valuation conclu
sion. The com ponents of—or causes of—
economic value in the subject business are
individually identified and quantified. This
explanation of where—and how—value is
created in the subject business should be of
considerable interest to all the parties to the
valuation. C
E
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it had received because
Sum m a’s chairm an had
previously violated federal
security laws by selling
restricted Summa shares
in transactions disguised as loans. Sanchez
alleged that he was defrauded in the transac
tion because Peat, the auditor for both com
panies, failed to disclose the alleged illegal
loan transactions.
The plaintiff s experts in the case included
a CPA, who in his ex p ert’s rep o rt and in
sworn testimony given in his depositions, said
that Peat had committed professional mal
practice. According to the CPA expert, the
loan transactions were illegal and KPMG
should have so informed Sanchez before he
agreed to the stock swap.
The judge’s decision to disallow the CPA’s
expert testimony may have been influenced
by the fact that another expert on the plain
tiff's side, a securities law expert, expressed an
opinion that contradicted the CPA’s expert
opinion. At issue was the CPA’s ability to inter
pret and appropriately apply SEC regulations
in matters in which the auditor may have con
cerns about client activities. In the Order, the
judge explained his understanding of the
CPA’s expertise, citing the question he put to
the plaintiff's lawyer about the CPA’s testi
mony:

FEDERAL JUDGE DISALLOWS
CPA's EXPERT TESTIMONY
Melinda M. Harper, CPA
In the Spring 1996 issue of CPA Expert, R.
Christopher Locke, JD, discussed the impact
on expert testimony of the Supreme Court’s
1993 rulings in Daubert v. Merrell Dow
Pharmaceuticals (43 F. 3d 1311). The applica
bility of Daubert to expert witness testimony
was illustrated recently when a federal judge,
in granting a m otion filed by KPMG Peat
Marwick, cited the trial judge’s responsibility
under Daubert “...to assess the principles and
methodology underlying an expert’s opin
ion.” The judge also discussed the specific cir
cumstances of the case and concluded that,
for certain matters, the testimony of the plain
tiff's accounting expert should be excluded
under Federal Rules of Evidence 702 and 403.
Subsequently, the plaintiff withdrew the com
plaint.
The ju d g e stated in his M em orandum
Opinion and Order that he is required under
Daubert to determine whether an expert’s tes
timony is within acceptable parameters and
whether proffered expert testimony will be
allowed. He also stated that the preadmission
inquiry described in Daubert would not be
used to assess “...the sufficiency of the evi
dence by itself to establish a fact in issue or
the weight of the evidence....” CPAs have gen
erally viewed the need for preadm ission
inquiry as being applicable to new or emerg
ing sciences, or so-called “junk science.” In
this case, however, the judge applied Daubert
in deciding whether an accounting expert was
testifying within his area of expertise. In rul
ing that the CPA expert could not testify on
another topic, the judge cited Rule 403.
FACTS OF THE CASE

The judge’s ruling was on a motion made in
Sanchez v. KPMG Peat Marwick. In this case, the
plaintiff, Robert Sanchez, sued Peat for $17
million in connection with the bankruptcy of
a chain of drug stores he owned, Every Day
Discount Drugs, Inc. (EDDI). In 1989, EDDI
entered into a stock swap agreement, under
which it exchanged capital stock with Summa
Medical Corp. Sanchez alleged that EDDI was
unable to subsequently sell the Summa shares

EXPERT
Opinion

Is he going to say that ‘in my opinion, these transac
tions violated the law,’ or is he going to say ‘I n my
opinion, these transactions look so out o f the ordinary
that from the standpoint of good accounting practice
this should have been noticed in the audit.’

DIFFERING VIEWS ON CPA's ROLE

Responses to the judge’s ruling in accounting
industry publications (for example, Accounting
Today, Public Accounting Report, and The Practical
Accountant) demonstrate that opinions differ
on the judge’s ruling that the CPA was outside
his area of expertise. It also appears from the
judge’s Order that he disallowed the testimony
under Rule 403 partly on his disallowance of
the testimony under Rule 702.
Commenters on the ju d g e’s O rder offer
advice to practitioners who provide expert wit
ness testimony. Peat’s in-house legal counsel
advises that expert witnesses’ “.. .views must be
rooted in facts, appropriate qualifications,
and sound methodology.” He says further that
the ruling “...was a cautionary message to the
[accounting] profession—and to [Peat’s] liti

Melinda M. Harper, CPA, is Director of
Dispute Resolution Services with
Shenkin, Kurtz, Baker & Company,
PC, Englewood, Colorado. She also
serves as chair of the Executive
Committee of the AICPA Management
Consulting Services Team.
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gation support professionals as well—to be
aware that courts do recognize limits regard
ing testimony. You have an obligation to
restrict your testimony and only talk about
what you’re an expert on.” Public Accounting
Report adds this advice: “The ju d g e’s ruling
should remind CPA experts to limit testimony
to their areas of expertise and not be led
astray by opposing counsel’s interrogation.”
T he rulings in Daubert v. Merrell Dow
Pharmaceuticals are part of the judiciary’s ongo
ing efforts to ensure that evidence is reliable,
experts are qualified in areas of proposed testi
mony, and expert testimony will assist the trier
of fact. Although these efforts have always
been important to the courts, innovative theo
ries, particularly in medical and technical
fields, have defined the parameters of new
case law. Before Daubert, most courts looked to
the “general acceptance test” articulated in
Fryev. United States: an expert’s opinion had to
be based on theories th at are “generally
accepted” in the expert’s field. Daubert made
general acceptance a piece of the overall pic

ture needed to determine whether expert tes
tim ony will be accepted. W hether or not
Daubert is applicable in a particular situation
will depend on whether the specific court is
following the rulings in that case.
In Daubert. the Supreme Court cited four
criteria for determining the admissibility of
expert witness testimony. The four criteria are:
1. W hether the theory can be (or has
been) tested.
2. Whether it has been subjected to peer
review and publication.
3. W hether it has a known or potential
error rate.
4. Whether it has gained wide acceptance
within the relevant scientific community.
Daubert calls for the judge to determine the
admissibility of expert testimony in all areas
including accounting and finance. Any con
cern about applying the rulings in Daubert to a
specific situation should be discussed with
legal counsel. This article is written from the
perspective of an expert witness; its views do
not represent a legal opinion. E3
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